Doa Value Analysis 
of Your 
Customer Base 


Gordon Canning, Jr. 


A company’s customer base can yield valuable data on 
customers’ sales volume, profits, growth trends, and technical 
strengths, The Customer Value Analysis process provides a 
means to apply that data to developing a better sales/marketing 
program. 


INTRODUCTION 


Because of rapidly rising costs, industrial marketing 
executives are intensifying their search for analytical 
tools to help them increase the effectiveness of their 
marketing operations. No longer is simply selling 
*“‘more’’ to everyone a profitable sales strategy. A mar- 
ketplace that continually grows more competitive re- 
quires an approach focused on the most efficient use of 
increasingly costly sales resources. 

Seeking to put the highest value into their products, 
engineers have long used a design approach they call 
value analysis. Every process used in making a part is 
analyzed to ensure that its cost is justified by the resulting 
value produced. A process that cannot be cost justified is 
downgraded or eliminated. Correspondingly, if higher 
cost can be justified by producing a higher value product, 
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upgraded processing or materials are used. The analysis 
considers every individual element of the product’s de- 
sign and manufacture to determine the best way to meet 
the overall design objectives. 

The same value analysis approach can be used in 
analyzing a company’s customer base to develop a 
sales/marketing program. It is called customer value 
analysis (CVA). (See Fig. 1.) The process has been used 
most effectively in directing industrial marketing programs 
where there are a discrete number of customers and where 
sellers can make many decisions for one customer with- 
out affecting other customers. Hence they can treat each 
in a different way. 

The knowledge of a customer base obtained over the 
years is a major untapped information resource that most 
companies do not adequately use. Information on each 
customer’s sales volume, profits gencrated, growth 
trends, technical strength, and the like, is available, and 
the CVA process is a means of using that wealth of 
information to develop a better sales/marketing program. 
The steps in CVA parallel the product value analysis 
process: 


1. Create a profit profile comparing the profit con- 
tribution of each customer. 
2. Determine the source of the profits. 
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FIGURE 1. The center bar chart is a ranking of each customer by operating profit margin. The percentage of 
profit margin is indicated on the vertical axis. The width of the bars denotes the comparative dollar profit for 
each customer. The varying tints within the bars depict the five customer value categories. By grouping 
customers of the same value, as shown in the circles, the comparative value is highlighted. The dotted vertical 
axis indicates average profit margin for the group; the horizontal axis shows the profit dollars for the group. In 
the case of the fast growing group, the dotted lines indicate the estimated profit potential. 
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3. Assess the value elements beyond profits. 

4. Determine the overall value ranking by group. 

5. Develop a sales/marketing program commensurate 
with the customers’ value. 


Create a Customer Profit Profile 


The measurement of each customer’s profitability is 
the foundation of any CVA. Surprisingly, this is often 
difficult to obtain, even by sophisticated companies. For 
cach customer, sales and profits by cach principal prod- 
uct line should be determined. This profile should in- 
clude the direct operating costs as well as the sales, order 
processing, and field service costs. It is quite revealing to 
see the impact the latter costs have on the profits from 
small customers. Because of their potential significance, 
these account servicing costs should be included, even if 
they are only estimates. Customers should then be ranked 
by profitability. 


of the individual situations and carefully assessing the 
total market are most important. In fact, in most cases, a 
customer interview program as well as considerable in- 
depth analysis are required to develop a profitability 
pattern. The carefully constructed internal profit analysis 
serves to direct the external research toward uncovering 
the reasons tor differing profit levels among customers. 


Assess the Value of the Customer Beyond 
Profits 


There are many reasons why the value of customers 
exceeds the current profits they generate, and these 
should be considered: 


¢ Growth—a customer with an increasing need for your 
product has value in excess of currently generated 
profits. 


The value of customers exceeds the 
current profits they generate. 


Determine the Source of the Profits 


The next step is to determine just what produces higher 
profits. A number of possibilities should be explored: 


¢ product mix 

¢ industry served 

* volume sold 

¢ order frequency/size 

¢ share of customer business 
¢ length of time served 

* competitiveness of purchase 
location. 


One or more of these elements will correlate with prof- 
itability. 

This step is certainly not routine and requires a high 
degree of innovation and insight. Knowing the specifics 
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¢ Technological—a technically advanced customer can 
provide insights into the future. 
Industry leadership—a customer who is an industry 
leader has value as a referral source. 

© Share of customer volume—a customer who pur- 
chases a high share of his requirements from you may 
have more (certainly a different type of) value than 
one who purchases a small share. 


These and other values beyond profits should be as- 
sessed. This analysis will also provide insights into how 
to serve the customer most effectively. 


Establish Value Ranking 


With the profit and *‘beyond profit’’ value analyses 
complete, it is now possible to rank the customers by 
total value. This will change the order from the dollar 
profit ranking. The total value ranking can be displayed 
in a way that graphically compares total value among 
customers. 


Set Up the Marketing Program 


The CVA provides a solid foundation for a marketing 
program by supplying two important types of informa- 
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tion: the value of the customer and the requirements to 
serve that customer. Knowing each customer’s total rela- 
tive value enables the company to determine the amount 
of sales cost that can be justified in serving that customer, 
while knowing the requirements to serve the customer 
points to the ways in which sales dollars can be best 
expended. Customers with common requirements and 
similar value should be grouped, and a sales program 
developed for that group as a unit. Various sales/ 
marketing decisions may arise from this analysis. For 
example, the company may decide to increase the 
number of sales calls on certain customers and reduce 
them on others. Or perhaps it may increase the technical 
field sales support or the executive call coverage on some 
customers; or increase the prices charged to low-profit 
customers. 


CASE IN POINT 


The process can best be understood by considering a 
specific case. The supplier, a $300 million sales division 
of a conglomerate, was a converter of paper products, 
which it sold in large volumes to a variety of industries. It 
had several hundred major customers buying on a regular 
basis, all of whom were treated more or less the same. 
Individual sales representatives, with no direction from 
headquarters, had developed their own approach to each 
major customer, but these efforts were inconsistent and 
not particularly effective. The division was performing 
below potential in spite of excellent equipment, strong 
technology, and other advantages that flowed from being 
a division of a large company. The customer value 
analysis began by measuring, for four major product 
lines, volume sold to and profits arising from each cus- 
tomer. Volume figures were not difficult to obtain, but 
profit figures by customer were not available. To esti- 
mate these, management made a number of reasonable 
assumptions, particularly on overhead allocations. Al- 
though not of financial ‘‘audit quality,’’ these figures 
provided adequate profit estimates for this analysis. 

The profit estimates showed that the supplier was actu- 
ally incurring losses from some customers and earning as 
much as 40% in pretax income from others. The degree 
of profitability related somewhat to the mix of the four 
product lines purchased—the two lines produced on ad- 
vanced proprietary equipment were more profitable. 
However, this explained less than 20% of the profit 
differences. To obtain a better understanding of the profit 
differences, management conducted a series of analyses. 
First, industry-to-industry differences were examined. 
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Because customers varied from pharmaceuticals to soft 
goods to foodstuffs, it was thought that different industry 
requirements might cause profit differences. They did 
not. Similar analyses were conducted of volume pur- 
chased, distance from the supplier’s two plants, length of 
time as a customer, and salespeople covering the ac- 
count. All of these factors together explained only an 
additional 15% of the differences in profitability. The 
next step was to obtain additional information through a 
series of interviews with a sample of about 25% of the 
customers. Key buyers were questioned about how the 
products were purchased, how they were used, the alter- 
native suppliers and the percent purchased from each, the 
company’s state of technological development and the 
company’s growth pattern. 

Combining the interview information with the profit 
data uncovered the key to customer value—the way in 
which the customer purchases these products. This ele- 
ment alone explained 65% of the profit differences. Pur- 
chasing practices differed considerably and were unre- 
lated to industry, volume of purchases, or other factors. 
The same kinds of buyers were found in all industries. As 
a result of this analysis, the customers were grouped into 
five customer value categories: 


* small but evolving, fast-growth customers who used 
the supplier for technical development assistance in 
creating new products 

¢ established customers who essentially used the 
supplier as their sole source 

* customers purchasing from two or three highly qual- 
ified suppliers based on competitive bidding 

¢ customers purchasing from four or five selected 
suppliers 

* customers purchasing strictly on price after securing 
quotes from every company that could possibly make 
the product. 


With this picture of the market, the supplier designed a 
marketing program that cstablished a sales strategy ap- 
propriate for each group. For example, only a minimum 
amount of attention was paid to the group of customers 
who purchased on price. The supplier bid on jobs for 
these companies only when plant capacity would have 
gone unused. On the other hand, customers depending on 
the supplier as their sole source were treated with extra 
care—frequent coverage at several levels, including con- 
tacts at the top executive level, and priority product 
scheduling. Customers in the group with highly technical 
needs and good growth potential reccived substantial 
field assistance from the technical department. In addi- 


a I PSP EB SS A RD PS ES PTET EE 


tion, marketing management set up a program to monitor 
the life cycles of products developed for customers and to 
establish bidding strategies tied to those life cycles. If the 
supplier had a technically strong position with a fast- 
growing product, he priced it high. As the product ma- 
tured and other suppliers began to offer it, the supplier 
made successive reductions in price to maintain a domi- 
nant competitive position while maximizing long-term 
profits. The new programs began to pay off within six 
months of their installation. Only two years later, the 
division’s profit margins were well above industry aver- 
ages. 


CONCLUSION 


The marketing source of a company is its customers. 
The experience accumulated through serving them in the 
past is of substantial value in serving them in the future. 
The CVA process can establish this value in a way that 
leads to an effective marketing program. A marketing 
strategy for each customer group that is both consistent 
with the group’s value to the supplier and responsive to 
the group’s requirements for service will bring the 
greatest retums. 


